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1 Crucial Choices for Canadians 


Canadians are about to make decisive choices among different visions of Canada — 
choices that will determine their future relations with fellow citizens in other lin- 
guistic and cultural communities and in other regions. With its Twenty-Eighth 
Annual Review, the Economic Council of Canada hopes to contribute to the de- 
bate by clarifying some of the economic issues at stake. 


Since the first census was taken in 1871, the Canadian population has increased 
more than sixfold, and income per capita has risen twelvefold (Figure 1). Public 
and private investment in railways, canals, schools, mines, factories, houses, hos- 
pitals, and so on contribute to today’s well-being. Over the past 50 years, social 
insurance, publicly provided health and education services, and interregional 
sharing have formed a comprehensive safety net. All of this has been achieved as 
a joint venture of the Canadian people. Together, they have created a great deal 
of wealth, as well as a system for sharing it. 


The current political debate reflects a struggle between two different visions of 
sharing in the Canadian joint venture. The “broad” vision of sharing provides a 
rationale for the federal government to set national standards for spending, 
regulating, and taxing activities. It focuses on the need for Canadians in similar 
positions to have access to similar public services with roughly similar tax bur- 
dens. The “communities” vision of sharing places greater emphasis on the identi- 
fication of Canadians with their regional communities and allows for greater di- 
versity in the way that individuals in similar situations are treated across the 
country. 


As a backdrop to the constitutional debate, Canadians must deal with the eco- 
nomic pressures caused by changes in international trade, low productivity growth, 
and fiscal pressures that have changed the balance of power between the federal 
and provincial governments. They should ensure that any changes to their politi- 
cal institutions address the economic and fiscal pressures that have destabilized 
the status quo. 


Canadians can find their way out of the economic maze by focusing on two 
issues. The first is the need to create wealth: all economic players must address 
the challenge as a joint venture. Concerted action and coherent policies from 
governments and other economic stakeholders can make the economic union more 
efficient and raise Canadians’ living standards. The need for such coordination 
will not diminish if the federation moves towards more decentralization. It may, 
in fact, become more acute. 


The second issue is for Canadians to decide how the proceeds from economic 
growth and the risk of economic hardship will be shared in the joint venture. Should 
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they adopt the broad vision of federalism or the communities vision? Can the two 
visions coexist? 


2 The Medium-Run Context 


Over the past 15 years or so, the Canadian economy has been struggling under 
a heavy burden of federal debt and an inefficient industrial base. Canadian hourly 
compensation has grown more quickly — and productivity, more slowly — than in 
the United States. As a result, average unit labour costs in Canadian manufactur- 
ing deteriorated by an alarming 40 per cent during the 1980s. Clearly, a profound 
adjustment in manufacturing operations is required. Exporters have modernized 
Canadian facilities, closed some operations, and moved others to lower cost loca- 
tions. But we do not know if enough modernization has taken place to compen- 
sate for the reduced market share and job losses that stem from closures and 
relocations. We are also concerned about when and how workers who were dis- 
placed by these forces can re-establish themselves with new employers. 


Cost and productivity performance must be improved if Canada is to compete 
in a world where trading patterns are changing dramatically. For example, a trade 
deal between the United States and Mexico, whether or not it includes Canada, 
will shape the architecture of the North American market for decades to come. If 
Mexico is successful in duplicating the growth record of Taiwan and South Korea, 
its economy has the potential to become much larger than Canada’s. It could also 
replace this country as the largest single trading partner of the United States. 


Mexico’s export mix has become more similar to Canada’s-over the last two 
decades. Canadian firms can deal with this new competition by shifting to high- 
value-added products requiring extra creativity or talent that are unique to Canada. 


Canada’s efforts to recover from the effects of the recession will hamper its 
ability to cope with these trade and industrial shifts. The need to focus on longer- 
term debt reduction also limits the capacity of governments to respond to short- 
term issues. 


Dealing with Inflation 


The fiscal strategy contained in the February 1991 federal budget was clearly 
designed to shoulder some of the burden of fighting inflation. The Minister of 
Finance and the Governor of the Bank of Canada jointly set targets for inflation 
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for the 1992-95 period to serve as an anchor for future private-sector wage and 
price decisions. 


While most provinces cooperated with this strategy, the $800 million of discre- 
tionary stimulus contained in Ontario’s 1991 budget undid about one-quarter of 
the other provinces’ contribution towards restraint. This, added to the prospect of 
continuing high Ontario deficits in the next two fiscal years, is likely to moderate 
the support that monetary policy will give to the recovery. 


There is good reason to believe that the federal government’s target of 3-per- 
cent inflation by late 1992 is attainable, as the effects of the GST wear off and the 
after-effects of the recent recession continue to dampen wage and price expecta- 
tions. This will enable the Bank of Canada to move to more accommodating 
monetary conditions. Recent statements by the Bank implied a post-1995 target 
for inflation that is less than 2 per cent. We believe that more research and expe- 
rience with low rates of inflation are needed before such an ambitious long-range 
inflation target can be set. 


The Impact on Unemployment 


The use of tight money as the sole instrument to fight inflation carries a high 
cost in unemployment. The Council’s research has shown that the resulting tem- 
porary increase in unemployment may actually affect workers’ re-employability. 
Figure 2 shows that the young workers who joined the work force in 1981 showed 
much higher rates of unemployment after 10 years of work experience than did 
those workers who started work in 1971. 


There is some evidence that the problem of unemployment is cumulative in the 
sense that many young workers who get trapped in a cycle of short-term, sea- 
sonal, insecure jobs and unemployment insurance dependency are unable to break 
away from it. This is a profound social problem. Canada should be working with 
determination to develop alternative ways of fighting inflation and supporting 
workers whose jobs are at risk. 


The Medium-Term Outlook 


In Figure 3, the Council sets out its projections for the economy’s performance 
to the year 2000. During the recovery, labour productivity will grow by more than 
1.5 per cent while labour force growth will hover near 2 per cent. Overall growth 
rates will be in the range of 4 per cent as the economy makes better use of its 
existing production capacity. 
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Figure 2 


The Unemployment Experience of Two Generations of 
Young Canadians, 1971, 1981, and 1991 


Unemployment rate 


The 1971 The 1981 
generation! generation” 


OA 0 ie 


1 Aged 15-24 in 1971, 25-34 in 1981, and 35-44 in 1991. 
2 Aged 15-24 in 1981 and 25-34 in 1991. 
Source Estimates by the Economic Council, based on data from Statistics Canada. 


There is a risk that the economy may be knocked off course again. Divergent 
expectations by the federal government, the provinces, business, and labour might 
make output, employment, and inflation more volatile and reduce overall growth 
and job creation. And the overvalued currency provoked by tight money and slack 
fiscal policy in 1988-90 has led to plant closures, relocations, and other invest- 
ment decisions that may have a long-lasting effect on Canada’s capacity to com- 
pete for market share. 


3 The State of the Economic Union 


Canada has no typical province or region. The nature of the resource base of 
each province, its physical location, and the history and distinct characteristics of 
its population dictate its trade and commercial relationships with the rest of Canada. 
Such diversity obviously creates major challenges in forming an economic union. 
Nonetheless, there is a broad consensus in Canada on the need to preserve and 
strengthen our economic union. The Council has examined the economic linkages 
among the provinces, as well as several strategic features of the union, to determine 
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Figure 3 
The Medium-Term Outlook, 1986-2000 
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1 The labour force as a proportion of the population aged 15 and over. 
2 Excludes net income services. 
Source __ Estimates by the Economic Council, July 1991. 
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whether all the potential benefits of market integration are being captured. The 
greatest economic benefits will accrue if trade and commercial ties among the 
provinces are strong; if there is free mobility of goods, people, and capital; and if 
the provinces harmonize their economic policies. 


Trade Patterns 


The Council’s analysis of interprovincial trade linkages indicates that the local 
market is by far the most important destination of provincial output in all prov- 
inces, accounting for nearly two thirds of gross output in 1984. Interprovincial 
trade in goods and services, at 19.3 per cent of gross output, was more important 
than international trade, at 17.5 per cent. Although the importance of international 
trade increased over the last two decades, it did so at the expense of the local 
market, not of trade among the provinces. We estimate that interprovincial trade 
accounted for about two million direct jobs in 1990. So, markets in the rest of 
Canada are very important to all provinces and are likely to remain so, even as 
international trade continues to grow. 


The pattern of trade flows for Canada as a whole conceals important differ- 
ences between the provinces. Ontario and Quebec have very strong trade ties with 
one another, valued at nearly $40 billion in 1984. All the other provinces and the 
territories have substantial trade with the two central provinces, but trade links 
both within and between the eastern and western regions are rather weak. 


Services — especially transportation and storage services, and financial services — 
accounted for 43 per cent of interprovincial trade in 1984, whereas they repre- 
sented only 13 per cent of Canada’s sales abroad. 


Corporate Links 


Figure 4 shows the results of the Council’s analysis of another important as- 
pect of interprovincial linkages — the links between corporations through subsidi- 
aries and branch offices. We found that the share of corporate activity in any 
province that falls under the control of local interests averaged 60 per cent. The 
proportion of corporate revenues earned in a province but falling under the control 
of firms located in other provinces ranged from 10 per cent in Ontario to 29 per 
cent in Manitoba. Ontario-controlled corporations accounted for the largest share 
of revenues earned in each province, from 8 per cent in Quebec to 16 per cent in 
New Brunswick. And Quebec firms accounted for an appreciable share of the 


8 A Joint Venture 


Figure 4 
Corporate Revenues and Location of Corporate Control, 1987 


Newfoundland 


Nova Scotia 


New Brunswick 
Quebec 


Ontario 


Manitoba 


Saskatchewan 


Alberta 


British Columbia 


Other! 


Average 


BB Locally controlled Foreign-controlled 


| Controlled in other provinces? 


1 Includes Yukon, the Northwest Territories, and corporations for which the province of control 
could not be determined. 
2 Includes revenues earned by federal crown corporations, which amounted to less than 
2 percentage points in all provinces except Quebec (3.5 points) and Manitoba (9.8 points). 
Source Estimates by the Economic Council, based on special calculations by Statistics Canada. 


revenues earned in other provinces — about 4 per cent in Alberta and 7 per cent in 
Saskatchewan. 


Corporate links between the Atlantic provinces and the West are generally very 
weak. The most significant links were between Ontario — and, to a lesser extent, 
Quebec — and each of the other provinces. 
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Labour Mobility 


Canadians are quite mobile. During the 1980s, an average of 320,000 people 
changed provinces each year. This is comparable to the situation in the United 
States and is much higher than mobility in the European Community. These flows 
are responsive to economic conditions and are large enough to make an effective 
contribution to labour-market adjustment and to productivity growth, as citizens 
generally move to locations where they can earn higher incomes. Interprovincial 
migration can have a major impact in a short period when economic incentives 
are strong. Between 1976 and 1981, for example, migration increased Alberta’s 
population by 8 per cent when the economy was booming, but that trend reversed 
itself after the oil boom collapse. 


Outmigration rates are much lower in Ontario and Quebec than in the other 
provinces because of the diversity, strength and size of their economies. Language 
also plays a dominant role in Quebec’s low mobility rate: for the five years end- 
ing in 1986, Quebec’s outmigration rate was 2 per cent, but that concealed a mo- 
bility rate of only 0.8 per cent for French-speaking Quebecers and almost 10 per 
cent for English-speaking Quebecers. This lower mobility for French-speaking 
Quebecers means that they are less sensitive to disparities in tax rates or in public 
services than are the residents of other provinces. This has important consequences 
for the nature of fiscal arrangements between Quebec and the federal government. 


Capturing the Benefits of the Union 


While geography and language explain the uneven pattern of trade among the 
provinces, the Council points out that internal trade barriers, often resulting from 
government activities, also have an important bearing on the efficiency of the 
economic union. But the Council places more emphasis on the harmonization of 
tax, fiscal and regulatory policies than it does on the current situation with re- 
spect to barriers to trade. 


Internal Trade Barriers 


‘Studies conducted in the 1980s suggest that, viewed on a national scale, the 
costs of interprovincial trade barriers were small. Since then, provincial 
governments have made some progress in opening up government procurement 
and liquor policies and in reviewing supply-management systems. The Council 
recommends vigilance in reducing interprovincial trade barriers and cautions 
Canadians that changes in the political structure must not foster the creation of 
new barriers. 
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Strains on Tax Harmonization 


The objectives of tax harmonization are to limit the cost of collection and com- 
pliance, and to subject all taxpayers to the same rules throughout the country, 
thus maintaining a free flow of capital and labour across the economic union. 
Internationally, the Canadian federation is viewed as a model for harmonizing 
taxes. In recent years, however, there have been worrying signs of fragmentation 
with respect to both income and sales taxes. The provinces have introduced nu- 
merous personal and corporate tax credits that alter the effective-tax rate struc- 
ture. Some of the credits encourage investment in particular types of activities, 
potentially influencing the allocation of capital. 


The federal government is now looking at the implications of modifying the 
personal-income tax-collection agreements to allow more control by the provinces 
over tax rates, credits, and brackets. The Council believes that harmonization is 
essential if the economic union is to function efficiently. But the provinces’ wish 
for greater flexibility in the personal-income tax system can be accommodated so 
long as: 1) a relatively comprehensive equalization system is maintained; 2) the 
provinces have similar definitions of the tax base; and 3) there are uniform attri- 
bution rules for allocating income earned outside the province. 


Coordination of Budget Policies 


Until the 1980s, the federal government had sufficient economic clout to coun- 
ter most provincial policies that went against national priorities. Canadians seemed 
to accept these contradictions as a cost of diversity. Today, economic and politi- 
cal forces may shape a new role for the provincial governments in the management 
and stabilization of the economy — especially for the large provinces whose ac- 
tions spill over to the others. With increased powers and visibility come increased 
responsibilities. If the regions are called upon to play a larger role and if Cana- 
dians are to ensure that the gains from the economic union are properly captured, 
the need to coordinate fiscal and monetary policies will be even stronger. 


The Council believes that new procedures for coordinating federal and provin- 
cial policies are needed. Governments should abandon the tradition of budget se- 
crecy and all should participate in setting economic targets for fiscal and taxation 
policies. 


Securing the Economic Union 


The Council believes that the trade-offs between the gains from economic inte- 
gration and the ability of the provinces to pursue their own objectives should be 
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weighed in a political rather than a legal forum. However, if Canadians were to 
adopt a more decentralized system of government, stronger legal and constitu- 


/ tional guarantees would be required. 
| 


ee ae 


4 Fiscal Federalism in Canada 


In a federal system, certain powers and responsibilities are allocated to the 
provinces in recognition of the diversity of the regions. 


In situations where the provinces are responsible for important services (such 
as health care), the federal government has provided financial support in return 
for their agreement to respect a common standard of services across the country. 
The federal government also pays equalization to the have-not provinces, to help 
them achieve that common standard of service while maintaining relatively simi- 
lar tax burdens. 


Changing Fiscal Relationships 


The relative strengths of the provinces and the federal government have fluctu- 
ated over time in response to changing conditions (economic depression, wars, 
and so on) and the evolving role of government in society. In recent decades, the 
provinces have been gaining economic clout because of the growth in demand 
for provincial programs and because of the constraints placed on the federal gov- 
emment by its fiscal crisis. Figure 5 shows that the provinces now spend almost 
as much as the federal government on programs for citizens. 


In recent budgets, the federal government has cut back on transfers to the prov- 
inces that provide financial support to provincial health-care and postsecondary 
education programs. The reduction in these transfers has led the provinces to 
question whether the federal government should retain its capacity to influence 
the standards for public services across the country. This may require a rethink- 
ing of the principles of fiscal sharing in Canada. 


The Council points out that in rethinking the division of powers between the 
two levels of government, mechanisms for preserving the economic union can 
probably be developed to suit any degree of decentralization. However, Cana- 
dians should make the decision on allocating powers on its own merits; they should 
not presume that the fiscal crisis has permanently impaired the federal govern- 
ment’s influence. Projections of federal and provincial revenue requirements, 
shown in Figure 6, indicate that, if the current budget plans are met, the federal 
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Figure 5 
Government Program Expenditures,' 1960-89 
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1 Asa proportion of GDP. Debt service and transfers to lower levels of government are excluded. 
Source Estimates by the Economic Council, based on data from Finance Canada and 
Statistics Canada. 


government could, by the mid-1990s, begin to reduce its debt while lowering taxes 
or launching new spending initiatives. In contrast, provincial revenue requirements 
will be increasing, mainly because of rising health-care costs and the aging of the 
population. 


The current political debate on the allocation of powers between the federal 
and provincial governments reflects the two stylized visions of federalism in 
Canada. The broad vision requires a relatively robust federal government that can 
actively promote equity among similarly placed individuals across the country, 
as well as the redistribution of income from those who are better off to those who 
are worse off. It focuses on similarities between citizens across the country and 
sometimes asserts uniformity of government taxation and services as a basic right 
of citizenship. The communities vision allows for differences in the treatment of 
similarly placed individuals in various regions or provinces and pays more attention 
to regional preferences. It is supported by those who desire greater provincial 
autonomy, but also, in some cases, by those who see decentralization as a means 
to reduce the size of governments. 
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Figure 6 


Revenue Requirements' of Governments, 
1961-91 (Historical Data) and 1991-2015 (Projections) 
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| That is, the revenues needed to meet expenditure commitments and debt targets, as a proportion 
of GDP. Consolidated provincial/local data are not available before 1967. 
Source Estimates by the Economic Council, based on data from Finance Canada and 
Statistics Canada. 


Fiscal Equalization 


Differences between the provinces with respect to industrial and demographic 
composition and to natural-resource endowments give them varying abilities to 
raise revenues. The same tax rates applied to two provinces yields different re- 
sults — Newfoundland could raise 63 per cent of the national average revenue per 
capita, compared with 135 per cent in Alberta. The equalization program provides 
unconditional grants to the poorer provinces in order to bring their fiscal capacities 
closer to the national average. Federal transfers to the provinces for social pro- 
grams, direct payments to Canadians, and other programs also achieve an “im- 
plicit” equalization. They enable residents of provinces with low fiscal capacities 
to obtain equivalent public services through equivalent tax burdens. 


The Council believes that efficiency and equity dictate that some form of 
equalization be present in a country whose regions are as economically diverse as 
Canada’s. On efficiency grounds, equalization helps to maintain the integrity of 
the economic union. If the poorer provinces must levy higher taxes to provide 
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equivalent services, their residents will tend to move to the richer provinces with 
lower tax rates. If the move occurs despite a drop in eamed income, it lowers 
productivity for the economy as a whole. Equalization ensures that people in the 
same circumstances living in different provinces have the opportunity to receive 
similar services with similar tax burdens. 


National Standards 


The federal government establishes national standards for provincially run pro- 
grams in various ways: it sets rules defining the types of social assistance ex- 
penses that are covered, for example, as well as the broad principles of access to 
health care. For some Canadians, setting national standards for these programs is 
the essence of the Canadian polity. For others, it is the most visible evidence of 
federal meddling in the provincial domain. 


National standards can be used to promote equity by establishing a common 
set of rules for public services and government programs across regions. They 
can also promote efficiency since standardized services such as health care help 
to prevent migration from areas with poor fiscal benefits to areas with better ben- 
efits. National standards can be agreed to jointly by the provinces and the federal 
government, or imposed by the central government. 


Whatever mechanism is used, it is important to keep in mind that national 
standards are only equitable and efficient if equalization programs give all the 
provinces the fiscal capacity to implement them. 


Mechanisms for Coordination 


The ultimate choice of how to divide the powers between federal and provin- 
cial governments requires a tradeoff between the accommodation of regional di- 
versity and the need to ensure the integrity of the economic union. 


However, it should be noted that a highly decentralized federation which allo- 
cates more formal powers to the provinces may require such rigorous mechanisms 
for the coordination of policies that the provinces may not end up with more in- 
dependence of action on economic issues. 


Mechanisms to implement national standards and other elements of economic 
integration vary in the degree to which they offer guarantees and in how easily 
they can be changed (Figure 7). Federal/provincial agreements can be binding 
and remain in force indefinitely or for a fixed period; or European Community- 
Style “directives” can establish general national objectives but give the provinces 
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Figure 7 


Alternative Mechanisms for Preserving the Economic Union! 
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Binding 
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1 By preserving the economic union, we mean preserving the capacity 1) to enforce the four 
fundamental freedoms (mobility of goods, services, capital, and labour) of market integration; 
2) to promote national standards for public services; and 3) to ensure the coordination of 
economic policies. 


flexibility in meeting them. Guaranteeing national standards or other basic 
freedoms of the common market in the constitution is also a possibility, but this 
option has the serious disadvantage of being inflexible. Nonbinding approaches 
may be easier to negotiate, but they offer no guarantees against bad faith or a 
change in priorities by participating governments. In an extensively decentralized 
or asymmetric federation, more binding mechanisms will be needed to ensure the 
efficiency of the economic union. 


5 The Economic Aspects of Reconfederation 


The Council analysed five stylized constitutional options representing the range 
of proposals put forward by various commissions and task forces. We assessed 
the economic and equity tradeoffs implicit in each option and used economic 
models to simulate the /ong-run impact on each region of a new division of tax- 
ing and spending powers, and the changes in income levels and trade patterns 
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that such a reorganization would set off. We also looked at the transition issues 
involved in moving from one political structure to another. 


The Status Quo 


The current political structure in Canada is an example of the broad vision of 
sharing, giving the federal government a major role in redistribution and in pro- 
moting similar programs across the country. However, Canada’s federal structure 
also recognizes the importance of the community vision — provinces can do much 
to affect the distribution of income within their boundaries. Another important 
feature of the status quo is the number of asymmetries that have developed over 
time (Figure 8). These asymmetries are particularly evident in Quebec. 


The status quo needs some important adjustments to reflect the consequences 
of federal cuts in cash transfers to the provinces. It also needs a new decision- 
making apparatus to coordinate federal and provincial actions, especially in the 
areas of taxation and fiscal policy. But it is questionable whether the status quo is 
politically acceptable to many Canadians. 


A Decentralized Federation 


We examined two options for a more decentralized federation. Under “moderate” 
decentralization, federal transfers to the provinces to help finance health, education, 
and social welfare programs would be eliminated. With “extensive” decentraliza- 
tion, federal transfers to individuals (such as family allowances and old-age security 
benefits) and to business (e.g. farm subsidies) would also become provincial 
responsibilities. 


In both cases, we have assumed that the reduction of federal government 
spending in the provinces would be matched by a corresponding across-the-board 
reduction in federal taxes. If the level of services and programs were to remain 
the same, both options would have the effect of increasing the overall tax burden 
in the have-not provinces and decreasing it in the well-off provinces. Figure 9 
compares the amount of revenue that the federal and provincial governments would 
have to collect by 1994-95 under the status quo and the various stylized options. 
Greater decentralization creates a greater disparity between the revenue require- 
ments of the have-not and the better-off provinces. These disparities could make 
the economic union less efficient because tax rates and the levels of public serv- 
ices could vary greatly from one region to the next. So the equalization system 
may need to be reinforced to avoid such inefficiencies under these two options. 
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Figure 9 


Projected Revenue Requirements of Governments! in 1994-95 under 
Various Constitutional Options 


Newfoundland Ontario 


Status quo 39.9 
Moderate decentralization 39.4 
Extensive decentralization 37.6 
Confederation of regions 251 

Sovereignty-association? AGI 


Prince Edward Island Manitoba 
7 Status quo 379 
Moderate decentralization 38.6 
Extensive decentralization 39.3 
Confederation of regions : 43.4 
Sovereignty-association” 35.6 


Status quo oo 42.1 
Moderate decentralization 43.2 
Extensive decentralization 44.7 
Confederation of regions 47.5 

Sovereignty-association” 399 


Status quo 41.2 
Moderate decentralization 41.2 
Extensive decentralization 40.6 

Confederation of regions 38.9 
Sovereignty-association? 38.8 


British Columbia 
Status quo 35.4 
Moderate decentralization 36.1 
Extensive decentralization 37.4 
Confederation of regions 36.2 
De | Sovereignty-association” 33.1 
2 Oa x sere. 
70 60 50 40 30 20 10 0% 0 10 20 30 40 50 60 70% 


Federal Provincial/local 


1 That is, the revenues needed to maintain the same levels of government expenditures, as a 
proportion of GDP. 

2 Outside Quebec, the revenue requirements under the sovereignty-association option decline, 
relative to the status quo, because of the decline in federal revenue requirements associated with 
the elimination of net federal transfers to Quebec. 

Source David Péloquin, Haider Saiyed, and Marcel Bédard, “Expenditure simulation model,” a 

background paper prepared for the Economic Council, 1991. 
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Under a scenario of extensive decentralization, the federal government’s reduced 
role in the areas of income taxation and transfers would mean the practical 
elimination of its role as the arbiter of equity among individuals. Its ability to 
stabilize the economy would also be undermined. Indeed, under extensive 
decentralization the value of federal expenditures shifted to the provinces would 
exceed 8 per cent of GDP, so that total federal spending would shrink to a level 
lower than Ontario’s. 


The costs and benefits of this and the other stylized constitutional options are 
summarized in Figure 10. Under moderate decentralization, the residents of the 
Atlantic region, British Columbia, and the territories would see their standard of 
living decline by approximately 2 per cent, while Ontarians would see an increase 
of about 1 per cent. Under extensive decentralization, the cost to residents of the 
Atlantic and Prairie regions would range between 4 and 8 per cent of regional 
income. Quebec and Ontario residents would gain from the option. 


A Confederation of Regions 


This option would involve sovereign regions working in a functional partner- 
ship, similar to the European Community model. A central, apolitical authority 
would be delegated a limited number of powers in areas such as defence and ex- 
ternal affairs. This option would involve the elimination of federal transfers to 
the provinces and to individuals; even more importantly, it would eliminate the 
equalization system. 


The confederation-of-regions scenario reduces the size of the federal govern- 
ment more than any other. Its expenditures would shrink to one fifth the size of 
aggregate provincial expenditures by 1994-95. 


The impact on the Atlantic and Prairie regions would be devastating, mainly 
because of the elimination of equalization payments. The cost to the Atlantic re- 
gion would approximate 23 to 27 per cent of regional income, while Manitoba 
and Saskatchewan would face a decline of about 15 per cent. 


The confederation-of-regions solution would place some provinces in a situa- 
tion of such deprivation that the Council has excluded it from the range of viable 
possibilities. 


Sovereignty-Association 


Under this option, Quebec would have exclusive responsibility for all areas ex- 
cept monetary policy and customs. The common market and monetary union would 
be preserved, but the terms of association would be strictly economic. Quebec 
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Figure 10 


Economic Impact of Constitutional Options 


Decentralized 
federation Confedera- 


tion of Sovereignty- 
Moderate Extensive regions association 


Economic union 
Dynamic gains + (Quebec) 


Long-term impact of a 
new division of powers! 

Atlantic provinces 

Quebec 

Ontario 

Manitoba and 
Saskatchewan 

Alberta 

British Columbia and 
territories 


Increased government 
efficiency + (Quebec) 


Transition costs 
Political risk 
Default risk 
Currency risk 
Debt-sharing and others 
Treaties and others 


Uncertain 
Benefit 
Cost 
Insignificant 
1 Reflects the impact of a reorganization of responsibilities in the areas of taxation, 
transfers, and govemment spending. 


would collect all taxes within its borders and would receive no equalization pay- 
ments, intergovernmental transfers, or payments to individuals from the federal 
government. The province would service its portion of the federal debt and would 
receive its share of federal assets. 
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The terms of association might lead the remaining members of the federation 
to request strong guarantees on actions or policies affecting the mobility of goods, 
services, labour, and capital between the two jurisdictions. Such provisions would 
restrict Quebec’s ability to exercise its new-found sovereignty. 


Quebec’s tax rates would rise modestly while those in the rest of Canada would 
decline marginally. In the long run, the reorganized tax and spending responsibil- 
ities in the new political structure would cost Quebec between 1.5 and 3.5 per cent 
of provincial income. 


There are a number of additional factors — most of which cannot be quantified — 
which must be taken into account in assessing the impact of this and the other 
constitutional options presented above: 


Impact on the Quality of the 
Economic Union 


Many of the options involve changes that may make it more difficult to preserve 
the integrity of the economic union. The decentralization of powers and functions 
would lead to wide differentials in taxes and in the standard of public services. 
But market integration could be retained — and even reinforced — if effective 
coordinating mechanisms were put into place. 


Possible Dynamic and Efficiency Gains 


The regions could experience dynamic gains if a new political structure were 
to lead to a better social, political, and economic climate. The disentanglement of 
federal and provincial jurisdictions could also generate gains to the extent that 
any overlapping and duplicated government services that may exist would be 
eliminated. 


Transition Costs 


The options involving more radical changes would lead to hard-to-measure 
transition costs for all Canadians. Any real or perceived increase in uncertainty 
because of political change will spur financial markets to impose a greater risk 
premium on funds borrowed by governments and businesses. These interest-rate 
increases may be only temporary, as markets react to uncertainty about future 
political developments or to concerns about fluctuations in currency values. But 
the increases can also be long-lasting if the markets believe that the country’s or 
region’s credit rating has deteriorated because the government’s revenues are less 
stable or because the implicit debt guarantee has been lost. 
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We cannot estimate what the risk premiums might turn out to be under differ- 
ent constitutional options, but we do know that such premiums do impose a real 
cost on a society if they are long-lasting. A permanent rise of 100 basis points in 
real interest rates would result in a long-run permanent reduction in output of 
1.3 per Cent. 


Two of the constitutional options discussed in the review may require a divi- 
sion of the federal public debt and assets between regions — sovereignty-association 
and the confederation of regions. The process would involve appraising all assets 
and liabilities to determine their current market value. This would be one of the 
largest valuation exercises ever to take place. 


Negotiating the principles of division of the national debt could be contentious: 
whatever one party gains in a reduced share, others would lose in an increased 
share. The assets and liabilities could be shared on a per-capita basis, on the basis 
of each region’s ability to pay, or by measuring each province’s contribution to 
the total debt over time. These formulas would yield widely varying shares attrib- 
utable to the various regions; Quebec’s share could vary between 21 and 31 per 
cent. 


In order to minimize the transition costs, political changes should be under- 
taken in an orderly way, with the participants exhibiting as much calm and mu- 
tual respect as possible. 
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With regard to the economics of constitutional debate, Canadians need to focus 
on two issues: ensuring that the new political structure will ensure better prospects 
for growth in their standard of living; and deciding on how the proceeds from 
economic growth and the risk of economic hardship will be shared. Government, 
business, labour, and other economic agents lack the political will to commit 
themselves to a joint venture to create wealth. They are still struggling for bigger 
portions of a pie that is not growing nearly as fast as it used to. When these struggles 
lead governments to undermine each other’s actions through conflicting policies, 
they make the choices even harder and foster cynicism instead of support from 
the public. They also shrink the size of the pie to be shared among Canadians. 


A joint venture to increase standards of living requires 1) improvements in 
productivity and innovation; 2) a better policy framework to reduce the federal 
government’s indebtness and to create employment and control inflation; and 3) a 
stronger and more efficient economic union. 
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With respect to the issue of sharing the benefits and risks of the joint venture, 
the Council believes that there is enough consensus among Canadians to preserve 
a solid safety net. In order to achieve this in every province, a strong element of 
interregional sharing through equalization is needed. 


One fundamental question remains, however: Which vision of sharing should 
Canadians favour — the broad vision or the communities vision? Canadians have 
to decide whether they wish to maintain similar policies across the country for 
the redistribution of income and for sharing the risks of economic adjustment. 
Alternatively, they may want to see their provincial governments entrusted with 
the responsibility for setting basic standards in public services and programs. In 
our view, Canada’s economic union can flourish under either vision, as long as 
all governments are committed to its effective management. There is a choice of 
binding and nonbinding mechanisms to protect the integrity of the common mar- 
ket and to coordinate policies in either a centralized or a decentralized federation. 


If Canadians cannot reach a compromise between the two visions of sharing, 
the federation may offer the latitude for more asymmetric arrangements permit- 
ting the co-existence of the two visions of sharing in one political structure. 


We conclude that all Canadians could agree that they wish to see a political 
structure that will be more successful in creating wealth. Our history shows that a 
successful economic union can be built around diversity, as long as all the play- 
ers are truly committed to the joint venture. 
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Immigration 


FPE et RAPC 


Allocations familiales 


Taxes indirectes 


Impst sur le revenu 
des sociétés 


Impot sur le revenu 
des particuliers 


Institutions financiéres 


Services policiers 


Le Québec est la seule province qui participe a la sélection des immigrants et & leur accueil dans 
la province; dans les autres provinces, c’est le gouvernement fédéral qui s’en charge. 


Le Québec recoit une plus grande partie de ses transferts fédéraux au titre des soins de santé 
et de l’enseignement postsecondaire (FPE) et de l’aide sociale (RAPC) sous forme de points d’impot 
que les autres provinces. 


Le Québec supplée au programme fédéral et a établi un régime de prestations variant en fonction 
du nombre d’enfants par ménage. 


Le Québec et la Saskatchewan se sont engagés 4 harmoniser leurs taxes de vente avec la TPS fédérale 
tandis que dans les autres provinces la taxe de vente continue d’étre trés différente. 


L’Ontario, le Québec et 1’Alberta ne participent pas aux accords de perception fiscale. 


Le Québec ne participe pas aux accords de perception fiscale. 


L’Ontario, le Québec, la Colombie-Britannique et 1’ Alberta régissent les institutions constituées en 
sociétés provinciales; les autres provinces déléguent cette fonction au gouvernement fédéral; le Québec 
a créé son propre régime d’assurance-dépots pour les institutions constituées en sociétés provinciales. 


L’Ontario et le Québec ont établi leur propre siireté provinciale. 


Source D’aprés David Milne, « Equality or asymmetry: Why choose? », étude préparée pour le Conseil canadien des chefs d’entreprises, 


Toronto, 1991. 
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Figure 8 


Certaines asymétries 
Secteur 


Droit de la propriété 
et droit civil 


Education 


Langue 


Régime de pensions 
contributifs 


Asymétries 


Au Québec, le droit de la propriété et le droit civil sont fondés sur le Code civil, alors que dans 
les autres provinces, ils sont basés sur la common law. 


Le Québec s’est donné une charte provinciale des droits en plus de la Charte canadienne des droits; 
les autres provinces n’ont que la Charte canadienne. 


Au Québec, les écoles confessionnelles sont protégées par la Constitution. 


Le Nouveau-Brunswick est la seule province entiérement bilingue (pour ce qui est des procédures 
devant les tribunaux provinciaux, des travaux parlementaires et des lois ainsi que du droit d’obtenir 
des services gouvernementaux dans |’une ou |’ autre langue officielle). 


Au Québec, le frangais est la langue officielle; les procédures devant les tribunaux et les travaux 
parlementaires sont bilingues; la minorité anglophone y jouit, dans la pratique, d’importants priviléges. 


Le Manitoba est officiellement bilingue pour ce qui est des procédures devant les tribunaux provinciaux, 
des travaux parlementaires et des lois; certains services sont offerts dans les deux langues officielles. 


En Ontario, certains services sont offerts dans les deux langues officielles. 


Le Québec a créé le Régime de rentes du Québec; les autres provinces ont le Régime de pensions 
du Canada. 
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Figure 1 
Revenu réel par habitant au Canada : une perspective historique, 1870-1990 
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Source M.C. Urquhart, « Canadian economic growth, 1870-1980 », Discussion Paper n° 734, Institute for Economic Research, Queen’s University, 


Kingston (Ont.), 1988, et estimations du Conseil économique, d’apres des données de Statistique Canada. 
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